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Summary 



This report examines state taxation of Internet transactions as well as efforts to 
achieve uniform state sales and use tax treatment. There are at least two common 
misconceptions in the area of state taxation of Internet transactions. Contrary to popular 
belief, (1) states do have the power to impose a sales tax on in-state sales that are 
accomplished via the Internet, even after the enactment of the Internet Tax Freedom Act 
in 1998; and (2) states do have the power to tax transactions of their own residents 
where the seller is located outside of the state and has no real connection with the state. 
The Internet Tax Freedom Act placed a three-year moratorium only on imposition of 
new taxes on “Internet access services” (existing taxes on access services were 
grandfathered) or any “multiple or discriminatory taxes on electronic commerce” by 
state or local governments, not on application of a general sales tax to such transactions. 
The Internet Tax Nondiscrimination Act of 2001 extended this moratorium through 
November 1, 2003. In the 108 lh Congress, the moratorium was allowed to expire. But 
in its closing days, the moratorium was extended, retroactively from November 1 , 2003, 
until November 1, 2007. 

In addition to Congress, other stakeholders are involved in Internet taxation issues. 
The Streamlined Sales Tax Project, which claims the involvement of 39 states and the 
District of Columbia, aims to achieve a more uniform sales and use tax scheme. While 
the Project’s aim does not specifically pertain to Internet access taxes, it is inextricably 
related and has been widely discussed. Congressional action would be required to 
implement the Project’s plan to require sellers to collect sales and use taxes based upon 
the buyer’s home state rates. 



This report examines state taxation of Internet transactions, including certain 
misconceptions surrounding such taxation, as well as efforts to achieve uniform state sales 
and use tax treatment. It is important to recognize the distinction between Internet access 
(Internet service) taxes as opposed to sales taxes imposed on Internet purchases. With 
regard to state sales tax, two commonly held misconceptions are: (1) the Internet Tax 
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Freedom Act of 1998 1 placed a moratorium on a state’s power to impose a sales tax on 
sales that are accomplished via the Internet; and (2) states may not tax transactions where 
the seller is located outside of the state and has no real connection to the state. In reality, 
states still have the power to impose a sales tax on in-state sales that are accomplished via 
the Internet. Similarly, states have the power to tax transactions of their own residents 
where the seller is located outside of the state and has no real connection with the state. 

State governments depend on sales and use taxes for nearly one-third (32.3%) of 
their total tax revenue. 2 The traditional method of collecting sales tax has been by the 
“brick and mortar” retailer, who collects the tax from the purchaser and then remits the 
money to a state tax agency on a periodic basis. This method has broken down in the out- 
of-state seller context because the seller, whether mail order or Internet sales, having no 
substantial nexus to the state is under no enforceable obligation to collect sales tax. 3 

Moratorium 

The Internet Tax Freedom Act placed a three-year moratorium on the imposition of 
new taxes on “Internet access services” or any “multiple or discriminatory taxes on 
electronic commerce” by state or local governments. 4 In pertinent part, the act defined 
“discriminatory tax” as imposing “an obligation to collect or pay the tax on a different 
person or entity than in the case of transactions involving similar property, goods, 
services, or information accomplished through other means.” 5 Accordingly, during the 
moratorium period states were not permitted to impose a tax on charges to access the 
Internet nor tax Internet purchases to different persons or entities or at a rate different than 
purchases made through other mediums (such as traditional “brick and mortar” stores), 
states that had such an access tax already in place and enforced it as of October 1, 1998, 
maintained their ability to impose such a tax through a grandfather clause. 6 It remained 
permissible to apply a sales tax which is administered equally without regard to the 
medium (face-to-face, mail order, or Internet). The act specifically stated that: 

nothing in this title shall be construed to modify, impair, or supersede, or authorize 

the modification, impairment, or superseding of, any state or local law pertaining to 



1 The Internet Tax Freedom Act comprises Titles XI and XII of Division C of the Omnibus 
Consolidated and Emergency Supplemental Appropriations Act of 1999, P.L. 105-277, §§ 1 100 
et seq. (1998). 

2 CRS Report RL31252, Internet Commerce and State Sales and Use Taxes Transactions, by 
Steve Maguire, citing U.S. Bureau of the Census, “Summary of State and Local Government Tax 
Revenue.” Currently, 45 states and the District of Columbia impose a sales tax. Only Delaware, 
New Hampshire, Oregon, Montana, and Alaska do not collect sales tax. 

3 Quill v. North Dakota, 504 U.S. 298 (1992). 

4 P.L. 105-277, § 1 101(a). The moratorium was originally set to expire on October 21, 2001. 

5 P.L. 105-277, § 1 104(2)(a)(iii). 

6 P.L. 105-277, § 1101(a)(1). Ten states and the District of Columbia qualified for this 
exemption. Currently, only 7 of these impose a sales and use tax on Internet access. See CRS 
Report RL31929, Internet Tax Bills in the 108 th Congress, by Nonna A. Noto. 




